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Consumers’ Price Indexes and Their Use 


In Collective Bargaining Agreements 
by PAUL LAZAR* 


A discussion of the effect of the new 
BLS consumer price index on collective 
bargaining wage agreements, this article 
deals with the present transition prob- 
lem under existing arrangements. Some 
facets of the broader problem of using 
wage—price index formulas to adjust 
for economic change are also analyzed. 
A brief history of the development of 
the Index with especial reference to the 
recent changes in form and content 
ives additional technical background 
or evaluating the problem. 


In May 1948, General Motors and the 
United Auto Workers (CIO) signed a 
contract which provided for an adjust- 
ment in money wage rates based on the 
movements of the national Consumers’ 
Price Index of the Bureau of Labor Sta- 
tistics. (Hereinafter referred to as CPI 
and BLS, respectively.) The reaction of 
industry was not at all favorable. Of the 
69 executives who replied to a question- 
naire, six out of seven said they did not 
intend to use the GM-UAW wage for- 
mula as a basis for negotiations, four 
out of five did not believe it would work 
in their industries, and three out of 
four said it would speed up inflation. 
However, when the clause was con- 
tinued in the five year contract signed 
by the same parties in May 1950, more 
than one out of four leading executives 
interviewed were already using the for- 
mula or thinking of using it in negotiat- 
ing wage agreements, one out of four 
believed it would work in his industry, 
and three out of four believed the for- 


*Paul Lazar, a School of Business and 
Public Administration alumnus and for- 
merly a Research Assistant at the Bureau 
of Economics and Business Research, is 
now the Assistant Production Control Man- 
ager of the Aldon Rug Mills, Inc. 


“Reaction to GM Wage Formula,” The 
Conference Board Personnel Management 
Record, X (1948), 337-345. 


mula would be used widely.? The num- 
ber of workers covered by escalator 
clauses was about 500,000 in June 1950. 
By January 1951, the wages of approx- 
imately 1,700,000 employees were tied to 
“cost of living” indexes, and by the end 
of March 1951, this number had jumped 
to nearly 3,000,000. To bring the sta- 
tistics up to the present time, it has been 
estimated that more than 8,500,000 work- 
ers are now covered, and that every one 
point jump in the CPI can cause an in- 
crease of nearly $1,000,000,000 in wages.® 
Also, in the steel dispute of 1952, the 
failure of the steelworkers’ wages to 
keep pace with the cost of living was a 
significant factor. 

These introductory remarks indicate 
the importance of these indexes, and 
serve to establish the purpose of this 
paper, namely, to study the nature and 
construction of the CPI and show how it 
is used in collective bargaining agree- 
ments. While the emphasis is placed on 
the construction of the CPI and how it 
is being used in union-management con- 
tracts, plus the important considerations 
in writing escalator clauses, this study 
also reviews the history, the World War 
II controversy, the interim adjustment 
and the complete revision of the CPI. 
The final section of the paper reviews the 
limitations of the CPI and the economics 
of using the CPI as a basis for wage 
adjustments. 


THE CONSUMERS’ PRICE INDEX 
OF THE BUREAU OF LABOR 
STATISTICS 

The exact title of the CPI is “Consum- 
ers’ Price Index for Moderate Income 
Families in Large Cities.” Contrary to 


“Reactions to the 1950 GM Formula,” 
The Conference Board Personnel Manage- 
ment Record, XII (1950), 412-415. 

8“Price Indexes—Fair or Not? Billions 
Hang on Revisions,” U. 8S. News and World 
Report, March 14, 1952, p. 72-76. 
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what is commonly thought, the CPI does 
not measure the cost of living. Rather 
it measures the rate of change in prices 
of certain items which contribute to the 
cost of living. An excellent description 
is found in the House of Representatives 
Committee on Education and Labor Re- 
port on the CPI: 


“The Consumers’ Price Index Meas- 
ures the rate at which average retail 
prices of goods and services usually 
bought by moderate income families in 
large cities change from month to 
month. The index is not, and is not 
intended to be, a true cost of living 
index. It does not measure the changes 
in the total amount families spend for 
living. Changes in living costs are 
determined by changes in income, with 
resultant changes in the quantities 
and qualities of goods and services 
purchased, as well as by price changes. 
The index is designed to measure only 
that part of the change in cost of liv- 
ing which is attributable to price 
changes.’* 

The CPI is a composite of separate in- 
dexes prepared for each of forty-six 
cities. These are combined in accord- 
ance with population weights to consti- 
tute the national index. However, since 
the starting points for indexes in two 
cities may be different, the CPI cannot 
be used to compare living costs in the 
two cities. 


Although the term “cost of living 
index” will be used interchangeably with 
the term CPI throughout this paper for 
convenience of discussion, it is vital that 
the true nature of such an index be 
understood since most of the controversy 
revolves around the thinking that the 
indexes actually measure the cost of 
living. 


History 


The first index number known to have 
been computed in America was begun in 
Massachusetts in 1780 and was designed 
to provide a basis for equitably adjust- 


482d Congress, 2d Session, House of Rep- 
resentatives, Report of a special sub-com- 
mittee of the Committee on Education and 
Labor on H.R. 73: Consumers’ Price Index, 
Government Printing Office, Washington, 
D. C., 1961, p. 1. 


ing payment of the Revolutionary sol- 
diers in light of a rapidly depreciating 
currency.® 


From 1890 to the first World War 
various studies were made by the U. S. 
Commissioner of Labor to determine the 
cost of living of particular industrial 
groups. During World War I there arose 
a demand for a more comprehensive con- 
sumer costs index because wage negotia- 
tions in centers of wartime expansion 
(particularly shipbuilding centers) were 
complicated by unusual increases in re- 
tail prices. As a result of the argument 
that workers should be compensated for 
extra costs or else they were sacrificing 
for the war effort in terms of lowered 
standard of living and presumably low- 
ered efficiency, several indexes were con- 
structed. The basis for the indexes, and 
the foundation for the first permanent 
cost of living index constructed by the 
U. S. BLS, was the 1917-1919 survey of 
expenditures among workingmen’s fam- 
ilies (wage earners and lower salaried 
workers) in all sections of the United 
States. 


The first cost of living index published 
regularly by the BLS was started in 
1921, and it contained indexes for foods, 
clothing, rents, fuel and light, housefur- 
nishings and miscellaneous items and an 
all items index. This list has been con- 
tinued to the present time. 


Over the years it became increasingly 
obvious that changes in the buying hab- 
its of wage earners and clerical workers 
had occurred. These groups were now 
using goods not previously available to 
them, new creations like rayon, goods 
which had been on the market previously 
but which, due to technological advances, 
were now within reach of their incomes, 
and items which were changed due to 
changes in tastes. For example, more 
people were living in houses with elec- 
tricity, more were buying cars and radios, 


5Jack Melville Ulmer, The Economic 
Theory of Cost of Living Index Numbers, 
University Press, New York, 
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and buying habits in clothing had 
changed.° 

The need for revision was recognized 
and a new family expenditure survey of 
wage earners and clerical workers was 
conducted in 1934-1986 and a new list of 
items to be priced and new quantity 
weights were selected. Ewan Clague 
points out that the problem of minimizing 
the effects if factors peculiar to the de- 
pression by using non-relief families in 
the survey placed severe limitations on 
the use of the data to describe the gen- 
eral spending pattern for the period.’ 

In 1935 certain technical changes were 
made in the procedure concerning weight- 
ing systems, of which the introduction of 
“imputed weights” in the city food in- 
dexes had special significance. A quan- 
tity, instead of representing the quan- 
tity purchased of a particular good, be- 
comes representative of the whole list of 
commodities in the group. Thus the im- 
portance of the sampling problem was 
recognized, for while a workingman’s 
family’s expenditures might have in- 
cluded as many as 1,400 individual com- 
modities, the index was then based on 
less than 200 items. 


Finally in 1940 a new base was set 
at the average prices paid in the years 
1935-1939 for the commodity weights ob- 
tained in the 1934-1936 family expendi- 
ture survey and also the commodity lists 
were revised. The population figures of 
the 1930 Census were used to weight the 
city indexes into a national index. 


Construction of the CPI 


In this section the broad details of 
construction of the CPI are illustrated 


*Mudgett claims that these changes are 
interdependent and demonstrate a lack of 
stability in family expenditure patterns, 
and asks whether a new budget study 
every 15 or 20 years is enough. See Bruce 
D. Mudgett, Index numbers, John Wiley & 
Sons, Inc., New York, 1951, pp. 113-114. 

‘Ewan Clague, “The Uses and Limita- 
tions of Cost of Living Data,” New York 
University Third Annual Conference on 
—_" Emanuel Stein (Editor), pp. 

1-52. 

8For a more detailed description, see 
United States Department of Labor, Bureau 
of Labor Statistics, Bulletin No. 993, ‘‘Tech- 
niques of Preparing Major BLS Statistical 
Series,” Government Printing Office, Wash- 
ington, D. C., 1950, pp. 1-5. 


with a minimum of statistics. As men- 
tioned previously, the index measures 
the changes in the prices of a specific, 
fixed market basket of goods and ser- 
vices bought by moderate income, urban 
(large city) consumers. Table 1 shows 
one small segment of the index for one 
city. The kinds and quantities of pork 
purchased by average families in one 
year—the pork part of the market bas- 
ket—and the prices paid at that time 
were obtained from the 1934-19386 con- 
sumer expenditure survey. The total 
cost of $30.17 becomes the base on which 
the pork products index is computed. To 
measure the effect of changes in prices, 
four items are priced at a later date. 
Only these items need be priced at this 
later date because they are considered 
representative of the other items in their 
own subgroup. Thus, the $10.18 for roast 
fresh pork (Col. 6) is obtained by multi- 
plying $3.80 (Col. 4) by 268 (Col. 7) 
obtained for fresh pork chops. This rela- 
tive (268) was determined by dividing 
$.75 (Col. 5) by $.28 (Col. 8). The cost 
of the first eight items in the earlier 
period, $26.86, is divided into the cost of 
these items in the later period, $65.81, 
and the result is 245, the price index for 
pork. This relative is then used to esti- 
mate current costs for pork sausage and 
“other pork” which were not priced in 
the later period. 


The indexes of all goods and services 
are constructed essentially on this basis. 
Table 2 shows how the price index for 
pork products is combined with the in- 
dexes for other foods to get the entire 
food price index. 


Table 3 illustrates the final calculation 
of the CPI for one city. The individual 
city indexes are then weighted and com- 
bined to form a national index.’ 
Pricing” 

Not all of the 1,400-1,500 different 
articles and services bought by wage- 
earners’ families need be priced to deter- 
mine changes in average prices paid. 


®*The present CPI population weights are 
based on the 1950 Census of Population. 

For a more detailed description see BLS 
Bulletin 993, op. cit., p. 2 
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Table 1 


HOW A PRICE INDEX 


FOR PORK IS FIGURED 


Which And 
Was This so the 


These mt Cost Andat They Cost Many PRICE 
For These Quantities These his These This Times INDEX 
Products Consumed Prices Much Prices Much as High is: 
(1) (2) (3) (4) (5) (6) (7) (8) 
Fresh Pork lbs. 
Hops ~5%..< 24.5 x $.28 = $ 6.86 $.75 $18.38 268 
15.2 x .25 = 3.80 (19.18) (268 
10.1 x 21 2.12 (5.68) (268 
12.78 $34.24 
Smoked Ham 
5.4 x 32 = 1.73 (4.39) (254) 
Whole ..... 111.9 x .26 — 3.09 66 7.85 254 
4.0 x = 90 — (2.29) (254) 
5.72 14.53 
22.4 x 33 = 7.39 67 15.00 203 
Salt; Pork ...;... 61 x 19 = 97 40 2.04 210 
26.86 65.81 245 
Pork Sausage. 10.8 x 25 = 2.70 — (6.62) (245) 
Other Pork .. 3.2 x 19 = 61 — (1.49) (245) 
$30.17 $73.92 245 


Note: Column 7 for the priced items equals colum 5 divided by column 3, or, column 6 


6 divided by column 4. 
($18.38 + $6.86 — 268) 


Source: 82d Cong., Ist Sess., House of Representatives, Hearing before a Special Sub- 
committee of the Committee on Education and Labor on H.R. 73: Consumers’ Price Index, 
Government Printing Office, Washington, D. C., 1951, p. 3. 


The BLS now prices about 300 items (90 
foods, 75 articles of apparel, 10 fuels, 
85 housefurnishings, 90 miscellaneous 
goods and services, and rent), frequently 
covering two or more qualities of many 
of these, for example. To assure that 
the index reflects price changes only 
from period to period, the Bureau at- 
tempts to price goods of constant quality. 


World War II Controversy 


To illustrate the criticisms that were 
levelled against the use of CPI in an 
emergency period, this section will touch 
upon the disagreement between the Gov- 
ernment and labor in World War II.” 


uBased on “The BLS Consumers’ Price 
Index and its application to wage prob- 
lems,” by Ramona Kuntze and Louise 
M. Wilds. Bulletin of the University of 
Wisconsin, II, July 1948, pp. 20-54. 


To halt the spiral of wage-price in- 
creases which threatened to lead to in- 
flation, the General Maximum Price Reg- 
ulation froze both wages and incomes as 
of May 1942. It did allow workers who 
had received advances in wages since 
January 1941, a wage increase equal to 
the 15% rise in cost of living from Janu- 
ary 1941 to May 1942. This was part of 
the “Little Steel” formula. But prices 
continued to increase, and in March 1943 
the American Federation of Labor peti- 
tioned the War Labor Board to amend the 
formula to allow a figure based on the 
change in cost of living from January 
1941 to March 1948, which the CPI 
showed to be a 22% increase. The peti- 
tion was not allowed and this led to 
labor’s attempts to show that the BLS 
CPI was not an adequate measure of the 
rise of living costs, and that the cost of 
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Table 2 
HOW A PRICE INDEX FOR FOODS IS FIGURED 
These Foods Which Cost This Cost This Much And So the 
in the Much in the In the Latter Price Indexes 
Market Basket Earlier Period Period: Are: 
(1) (2) (3) (4) 
$ 30.17 $ 73.92 245 
Meats, Poultry & Fish ......... 107.03 293.30 274 
Fruits and Vegetables .......... — — — 


Note: Col. 4 equals col. 3 divided by col. 2. 
Source: Ibid. p. 5. 


living increase had been much greater 
than 22%. 


Labor representatives of the War 
Labor Board turned out a report which 
showed that the cost of living had gone 
up 43.5% from January 1941 to Decem- 
ber 1943, instead of 22.8% indicated by 
the CPI. This Meany-Thomas Report was 
studied by the BLS and the National 
Industrial Conference Board, and they 
concluded that it was not an accurate re- 
port.* Committees appointed by Presi- 
dent Roosevelt to study the index and 
the divergent report concluded that the 
BLS had done a competent job under 
difficult conditions, and that the extent 
of the price rise which the BLS had not 
been able to measure had been grossly 
exaggerated by its critics. It was esti- 
mated that the index was three or four 
points too low. The committees also rec- 
ommended certain technical improve- 


12For a detailed discussion see, “A Crit- 
ical Analysis of the Meany-Thomas Report 
on the Cost of Living,’ National Industrial 
Conference Board Report. 


ments and that the name of the index be 
changed.” In September 1945, the name 
was Officially changed to “Consumers’ 
Price Index for Moderate Income Fam- 
ilies in Large Cities.” 


Interim Adjustment of the CPI 

Prices rose rapidly in the summer of 
1946, particularly in foods, and interest 
in the CPI continued high. Based on 
surveys made in certain cities in 1947 
and 1948 it became obvious that buying 
habits had changed greatly from those 
of the middle 1980’s, and this forced 
consideration of a comprehensive revision 
of the index as soon as possible. This re- 
vision was started in 1949, but the oc- 
currence of the Korean aggression in 
June 1950, forced the BLS to make an 
interim adjustment to be used until the 
general revision was completed in 1953.* 


1“Report of the President’s Committee 
on the Cost of Living,” Office of Economic 
Stabilization, Government Printing Office, 
Washington, D. C., 1945, p. 25. 

“Face Lifting for C-of-L Index, Business 
Week, October 28, 1950, pp. 104-105. 
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Table 3 
HOW THE CONSUMERS’ PRICE INDEX IS FIGURED 


These Classes of Which Cost This Cost This Much And So the 
Goods & Services Much in the In the Later Price Indexes 
Earlier Period Period: Are: 
(1) (2) (3) (4) 
Housefurnishings ............ 60.61 125.46 207 


Note: Col. 4 “a a col. 3 divided by col. 2. 
Source: Ibid. 


It should be noted also that the GM-UAW 
contract was negotiated in May 1950, 
thus emphasizing the importance of an 
improved index. 


This interim adjustment to improve the 
then 34-city index consisted of four 
parts:* 


1. Revision of city population 
weights to use population data from 
the 1950 decennial census for combin- 
ing the 34-city data into a national 
index. 


2. Correction of the rent index to 
include rents for housing which had 
been built after World War II and was 
not subject to rent control. This cor- 
rection had been carried as a footnote 
to the CPI from October through De- 
cember 1950. The correction for Jan- 
uary 1950 mare to a 1.3 point in- 
crease in the CPI 


8. New items, whieh had greatly in- 
creased in importance since the 1934- 
1936 expenditure survey were added 
(frozen peas, strawberries, and TV 
sets,) as were other items to improve 
the measurement of average price 
movements for groups and subgroups 
(frankfurters, ice cream, and electric 
toasters). 


4. Revision of commodity weights to 
correct for the unrepresentativeness of 


bDoris P. Rothwell, “Interim Adjustment 
of the Consumers’ Price Index,” Monthly 
Labor Review, LXXII, 1951, pp. 421-429. 

%See George Johnson and Bruno Shero, 
“Correction of the New Unit Bias in Rent 
Component of CPI,” Monthly Labor Re- 


view, LXXII, 1951, pp. 437-444. 


current index value weights as related 
to current spending patterns. For ex- 
ample, since food group prices had in- 
creased more than other groups, its 
value weight in the national index in- 
creased as a per cent of the total value 
of the market basket. It was 35% in 
1934-36 and had risen to 40% before 
this adjustment. Postwar studies, how- 
ever, showed that food only took about 
383% of the consumers’ dollar. Other 
groups had suffered in the other direc- 
tion, and an adjustment had to be made 
to bring index weight diagrams closer 
to current patterns of family spending. 
The index with these adjustments was 
published beginning in January, 1951 and 
was carried back to January 1950. Both 
the old index and the adjusted index were 
published to permit collective bargaining 
contracts using the CPI as a basis for 
wage movements to continue in effect. 


Comprehensive Revision of the Index 


Unlike the interim adjustment, the 
comprehensive revision of the CPI com- 
pleted in December 1952 had as its goal 
a re-examination of every aspect of the 
index—from basic concepts to the method 
of calculation. Coverage and content were 
revised where necessary, taking into ac- 
count changes in consumption patterns 
and advances in statistical techniques.” 
The revision, although it is based upon 


‘Revision of the Consumers’ Price In- 
(. Labor Review, LXXII (1950), 
pp 
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a survey of consumer expenditures for 
goods and services in 1950, in 91 cities 
the continuity of the index is believed 
to have been maintained for compara- 
tive purposes. Thus, the BLS takes the 
position that wage contracts tied to the 
index are not invalidated. 


The revisions consist of five major 
parts: 


1. To construct a modern market 
basket, a new survey of consumers’ ex- 
penditures to determine how families 
spent their money was made in 1950. 
Over 17,000 families and single con- 
sumers in 91 cities were asked what 
and how much of each class of goods 
and services they bought. This was ad- 
justed to reflect the 1952 expenditure 
pattern necessary to maintain the level 
of living. The revised index was based 
on the period 1947-1949—for the pres- 
ent, a much more realistic base than 
the previous 1934-1936 base. 


2. Price and price relationships were 
studied to select representative goods 
and services and representative stores 
and service outlets in which goods and 
services must be priced in order to get 
adequate measures. Previously, ap- 
proximately 200 items were priced; 
now 300 items are priced. 


8. None of the 34 cities in the old 
index had a population of less than 
50,000. However, the revised index is 
based upon the 1950 population of 46 
cities, ranging in size from 2500 up to 
and including New York City. This 
sample is more representative of cities 
of all sizes. 

4. The structure of the entire index 
was reviewed to permit utilization of 
the enormous advances made in statis- 
tical techniques in the period since the 
last index was computed in 1940. 

5. Correction of the new unit rent 
bias and better representation of the 
costs of home ownership. 


REACTION TO THE REVISED INDEX 


When the BLS published the revised 
CPI in January 1953 there was an imme- 
diate reaction by leaders of labor. The 
outcome of this reaction was that Presi- 
dent Eisenhower on January 30 directed 
the BLS to revive and publish the old 
index until June 30, 1953 to allow unions 
and management “to develop compara- 


tive data between the old and new in- 
dexes.’”"* 


Even though union and management 
leaders knew for nearly three years that 
the revised CPI was in process, little was 
done to work out a method of fitting it 
to the contracts in existence. However, 
there may be some justification for this. 
As pointed out by Lazare Tepper,” the 
belief that the new CPI and old CPI is 
continuous series creates a false impres- 
sion, and he claims that the BLS itself 
recognizes that many contracts will re- 
quire review to determine how to take ac- 
count of the changes in the CPI. Never- 
theless, labor and management both pre- 
vailed upon the President to continue 
publication of the old index. 


Walter Reuther, President of the 
UAW-CIO, was the most outspoken critic 
of continuing the old index. It was his 
contention that the end of the old index 
was a just basis for his reopening the 
contract signed in 1950 with General 
Motors, while General Motors claimed 
that the parties were required to work 
out an adjustment of the basic formula 
using the new index. Consequently, Mr. 
Reuther did not want to see the old index 
continued. 


Mr. Reuther has been trying to get a 
renegotiation of the contract because of 
pressures within his union, part of which 
emanate from the fact that the Steel- 
workers, without the benefit of an esca- 
lator clause, have managed to get in- 
creases totalling 45c per hour in five 
years, while the UAW had obtained 46c 
per hour in this same period. However, 
the UAW increases included 25c per hour 
based on cost-of-living, and technically 
some of this amount could be taken away 
if the cost-of-living were to drop, while 
the steelworkers would lose nothing. 
Also, the steelworkers have a contract 
reopening in June 1958, while the UAW- 
G.M. contract runs until 1955.” 


New York Times, Jenuary 31, 1953. 

1%*An Evaluation of the Revised CPI as 
a Wage Deflator,” Tepper, L., Monthly 
Labor Review, LXXVI; No. 2, February 
1953, p. 171. 

2‘Battle of the Index.” 
1953, p. 80-84. 


Fortune, March 
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When the old CPI value of 188.6 for 
February 15 was published in early 
April, workers whose wages were tied 
to the CPI lost as much as 3c per hour.” 
The cut would have been less if the 
labor leaders had agreed to use the re- 
vised CPI because the difference between 
November 1952 and February 1953 was 
less.” 


The problem is acute, and will require 
much negotiation before it is resolved 
to the mutual satisfaction of labor and 
management, 


MODERN USE OF THE CPI IN 
COLLECTIVE BARGAINING 
AGREEMENTS 


The GM-UAW Agreement 


The May 1948 agreement between Gen- 
eral Motors and the UAW provided the 
following:* (a) a 1c change for each 
1.14 point movement of the CPI; (b) no 
total downward revision in the wage rate 
greater than 5c; (this would approximate 
a CPI of 164.7, roughly the index level 
prevailing in the autumn of 1947): (c) 
wage adjustment changes to the CPI to 
be made quarterly. In addition the con- 
tract provided an hourly increase for in- 
creased productivity of 8c per hour to be 
awarded annually and an 8c per hour in- 
crease to cover the rise in living costs 
since 1940. However, this report will be 
concentrated on the so-called “escalator” 
clause only. 


The escalator clause was continued in 
the five-year contract renegotiated by 
the parties in May 1950. Table 4 shows 
the hourly wage adjustments to be made 
for each level of CPI. 


Table 4 shows the cost of living al- 
lowances which were made during the 
first two years of operation. 


21Philadelphia Evening Bulletin, April 7, 
i. 


2“TLabor Leaders Bet Wrong; Workers 
Lose Out on Wages,” Livingston, J. A., 
Philadelphia Evening Bulletin, April 9, p. 
39. 


“Nelson M. Bortz, “Cost of Living Wage 
Clauses and UAW-GM Past,” Monthly 
Labor Review, LXVII, 1948, pp. 1-7. 


TABLE 4 


Hourly Wage Adjustments to be Made 
for Each Level of the Consumers’ 
Price Index 


Cost of Living 
BLS Consumers” Adjustment, 
Price Index Per Hour 
164.6 or less None 
164.7 - 165.8 le 
165.9 - 166.9 2c 
167.0 - 168.1 Bid 
187.5 - 188.6 21c 
188.7 - 189.7 22c 


‘These values were changed slightly due 
to correction made for new unit rent bias 
after signing of contract. 


Source: James J. Bambrick, Jr. and Har- 
old Steiglitz, “Cost of Living Provisions in 
Union Contracts,” National Industrial Con- 
ference Board, Inc., Studies in Personnel 
Policy, No. 113, p. 11. 


Prevalence of Escalator Clauses 


As was indicated, on the basis of a 
sample of agreements in the BLS files 
and others available to the BLS, it was 
estimated that the number of workers 
covered by some form of wage escalator 
increased from 500,000 at the end of 
June 1950 to 2,650,000 by the end of 
March 1951. These figures do not include 
about 250,000 office or other salaried per- 
sonnel who also receive cost-of-living 
allowances or bonuses. The metal work- 
ing trades, primarily the automotive in- - 
dustry account for nearly 1,300,000, the 
transportation industry more than 
1,000,000 and textile and electrical indus- 
tries about 300,000.* 


Reasons for Adoption 

The 1948 GM-UAW escalator clause 
was not widely copied, but since the 1950 
contract was signed the use of such 
clauses has spread until more than 
3,500,000 workers are covered by escala- 


“Battle of the Index,” Fortune, March 
1953, pp. 80-84. 
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tor clauses today. Traditionally the unions 
opposed such clauses because, used alone, 
they freeze the level of real wages and 
prevent the employees from participa- 
tion in the benefits of expanding business 
and increasing productivity. Further, 
workers tend to become discontented 
when wages fall, despite the fact that 
the decrease is accompanied by a fall 
in prices.” 

Some writers consider this use of cost 
of living data by union officials almost a 
complete about face from the policy of 
getting what the market will bear. Ac- 
cording to them, it is the first time any 
substantial number of unions have agreed 
to let escalator clauses govern wage 
changes for so long a period of time.” 


With the advent of the Korean conflict 
and the economic uncertainties which it 
produced, and spurred on by accelerated 
price increases and shortages of skilled 
workers, a number of employers and 
unions agreed to adopt the escalator 
clause in some form. These companies 
apparently hoped for a long period of 
industrial peace through the use of the 
escalator clause in combination with an 
annual productivity improvement incre- 
ment. For the unions, it represented a 
way of getting wages raised quickly, and 
it also offered them some protection up 
to the edge of any “wage-freeze” order. 
The Economic Stabilization Administra- 
tor’s General Regulation No. 8 issued on 
March 1, 1951, permitted continuance of 
all escalator clauses which were in effect 
as of January 25, 1951. Those signed 
after January 25 were limited as to the 
amount of pay increase which could be 
granted. 


Considerations in Writing Cost-of- 
Living Provisions Into Wage 
Contracts 

There are two kinds of contract provi- 
sions regarding the cost of living. One 
type contains a reopening clause which 
states that the contract shall be re- 


Bortz, op. eit., p. 5. 
*#Bambrick and Steiglitz, op. eit., p. 3. 


opened for wage negotiations when the 
cost of living has reached a certain level 
or has risen a specified percentage. Such 
a clause does not specify the type of 
wage adjustment to be made, but leaves 
it to the negotiators. 


The more common type is the esca- 
lator clause which definitely fixes the 
amount of adjustment to be made in 
wage rates with specified movements in 
the cost of living indexes. This type of 
clause poses a number of special prob- 
lems for consideration.” These include: 


(1) Which cost of living index should 
be used? 


The GM-UAW agreement uses the na- 
tional CPI published monthly by the BLS. 
as do about 90% of the agreements.” 
Indexes for ten cities are available 
monthly and indexes for 24 other large 
cities are available once every three 
months on a quarterly rotation basis. 
Most multiplant firms use the national 
CPI, but firms with plants in one city 
may want to use the local CPI if one is 
available. The use of the national CPI 
reduces the effects of errors in gathering 
price data or in computing the index and 
also reduces the possibility of rapid and 
wide fluctuations which might occur in a 
purely local index. 


(2) What base value of the index 
should be used from which to compute 
the changes in the cost of living? 


In most cases the latest available index 
published at time of signing is selected 
as a base point. In the GM-UAW con- 
tract signed in May 1952, the index of 
169.3, used as a base point in the 1948 
contract, was continued, Some agreements 
provide for averaging the index values 
for some period of months in computing 
the base to avoid the influence of seasonal 
factors. 


(3) What formula should be used in 
determining the wage change? 


The formulas generally used are: (a) 
a per cent change in wages for a per 
cent change in the index; (b) a specified 
cents-per-hour change in wages for a 
certain point change in the index;” (d) 


*“Ibid., pp. 21-24. 


Lucy M. Kramer and James Nix, “Wage 
Escalators and the Adjusted CPI,” Monthly 
Labor Review, LXXII, 1951, p. 510. 

~The GM-UAW formula specifies a 1¢ 
per hour change for a 1.14 point change in 
the National CPI. At the time of signing 
the average hourly rate was slightly less 
than $1.50 and the CPI in April 1948 was 
169.3. Therefore, 169.3 + 1.50 equals 1.14. 
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a per cent change in the hourly wage 
rate for a specified point change in the 
index. This method is not used too com- 
monly. 


Fixed formulas such as (a) and (b) 
above may become outmoded after a 
long period or may distort the relation- 
ship between job rates. Formula (a) is 
easy for the workers to understand but 
it widens the dollar gap between jobs, 
while formula (b) is relatively easy for 
the workers to understand with a min- 
imum of figuring, the employer keeps 
pace with his competitors, but the uni- 
form allowances which are given close 
the differential gaps between jobs. This 
suggests that the complete formula will 
require overhaul from time to time. 


(4) How should wage adjustments be 
limited ? 


The contract may specify a floor or a 
ceiling or both on wage adjustments. 
Labor leaders are naturally reluctant to 
sign a contract under. which it would 
be possible to lose the gains made in 
collective bargaining due to the fluctua- 
tions of some outside influence recorded 
by an index over which they have no con- 
trol. Under such circumstances they de- 
mand a floor below which wages cannot 
fall by specifying an index point below 
which no wage adjustment will be made, 
or by specifying a date on which the 
wages then in effect will not be permitted 
to fall. On the other hand, employers want 
a ceiling placed on wage increases. This 
can be effected through such provisions 
as these: (1) no increases will be given 
above a certain level (2) the wage sec- 
tion will be opened for review if the index 
rises above a certain level; (3) placing a 
limit on the increase permitted over the 
life of the contract; or (4) limiting the 
increase permitted in each adjustment 
period. 


(5) How should the amount and fre- 
quency of escalator adjustments be reg- 
ulated? 


Inasmuch as the prime purpose of the 
escalator clause is to compensate the 
workers for current changes in the prices 
of the goods and services they must pur- 
chase, wage adjustments should be made 
relatively frequently. In the study of 
contracts made by the BLS, it was found 
that adjustments are made quarterly in 
88% of the contracts, while others are 
adjusted monthly or every other month. 
Some agreements running for two years 
provide for an adjustment only at the 
end of the first year.” To prevent giving 


*Kramer and Nix, op. eit. p. 509. 


an increase and then immediately tak- 
ing it away the next month, some agree- 
ments call for no adjustment until one 
of a certain minimum amount is called 
for. For example, in a contract calling 
for a 1c per hour adjustment with every 
one point change in the index, it may be 
agreed that no hourly rate will be ad- 
justed until enough change has taken 
place in the index to require a 3c per 
hour adjustment. It is also possible to 
average the index over a period of 
months to smooth out the fluctuations. 

It is vital to both union leaders and to 
management in the interests of worker 
satisfaction to see that the escalator 
clause is started successfully. It is best 
to avoid a wage loss on the very first 
adjustment date, but if the latest avail- 
able index was used in setting up the 
clause, an immediate problem arises from 
the fact that on the very first adjustment 
date it is possible for a small drop in 
the index to cause a wage reduction. This 
can be avoided by agreeing that there will 
be no downward revision for a specified 
number of adjustment periods after the 
contract is launched. 


(6) What procedure is to be followed 
if the method of computing the index is 
revised? 


As a means of protection for both 
parties, provision is usually made in the 
contract for action to be taken in the 
event that the method of computing the 
index is changed." Some agreements call 
on the BLS for assistance, others require 
arbitration if no agreement is reached, 
still others provide for reopening the 
contract to recompute the wage adjust- 
ment basis when the revised index is put 
into use. Still others involve termina- 
tion of the escalator plan if there is dis- 
agreement on a conversion plan, while 
some call for termination of the escalator 
clause if there is any change at all in 
the index, and some set up specific meth- 
ods for converting from the old to the 
new index.” 

The important points to be considered 
in switching from an old index are: 
(a) Conversion should be made while 
both the old and the new indexes are 
still being published; (b) the date of 
converting to the new index series is very 
important since the spread between the 
old and the new series may vary from 
month to month; (c) The spread between 
the old and the new series should be care- 
fully considered in the adjustment; (d) 
it may be necessary to calculate a new 
ratio of wage adjustments to point 
changes if the original ratio was derived 


pp. 511-513. 
2Ibid., p. 512 for a sample plan. 
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from an average hourly rate and an old 
index. 


(7) Should the adjustment be given as 
a bonus or added to the regular pay 
checks? 

Some companies say it is administered 
more easily and is better for the work- 
ers’ morale to pay the cost of living al- 
lowance as a bonus, claiming that it is 
easier for workers to see that it is not 
part of their base rate. However, the 
many companies following the GM-UAW 
formula add the allowance to the regular 
check. Most companies claim that the 
allowance is not part of the base rate, 
a point which becomes exceedingly im- 
portant with regard to incentive earnings. 
Limitations of Consumers’ Price Indexes 

Before examining the broader eco- 
nomic arguments concerning the adjust- 
ment of wages through the use of “cost 
of living” indexes, it may be helpful to 
review the limitations of such indexes. 

The CPI does not measure the amount 
spent for living by urban families. As 
discussed earlier, it means only that part 
of the change in cost of living caused 
by the change in prices of a fixed market 
basket of goods and services. 

One of the greatest points of attack 
by unions is the failure of the CPI to in- 
clude income taxes. Labor has contended 
that income taxes should be included as 
one of the items which affect the workers’ 
living costs. The present practice is to 
include sales and excise taxes in the 
index in the prices actually paid by the 
buyers for goods and services. It is rea- 
soned that these taxes are so firmly fixed 
to the commodities that the consumer 
pays the tax as a part of the price. On 
the other hand, income taxes are ex- 
cluded because they are regarded as de- 
ductions from income. The H.R. Sub- 
committee commented: 

The effect of incorporating income 
taxes in an official index used for this 
purpose would be to relieve these work- 
ers covered by the escalator from the 
burden of all further increases in in- 
come taxes and would, as a result, 
throw the larger burden of the cost 


of Government upon other segments of 
the population.” 


Still other criticisms revolve around 


<< Subcommittee Report, op. cit., p. 


the time span between revisions and the 
changes which take place in consumers’ 
buying habits. After a consumers’ ex- 
penditure survey has been completed and 
weights assigned and representative 
items picked for pricing, it is possible for 
a shift in buying habits to occur which 
are not reflected in the index. Similarly, 
it is argued that slow changes in the 
quality of priced items are difficult to 
detect and measure, and critics of the 
CPI claim that quality deterioration is 
not fully covered. It is their contention 
that prices may stay the same while 
quality slowly deteriorates, and thus the 
index is not measuring representative 
price changes. 

Another limitation which has been at- 
tacked is the use of sampling techniques. 
While it is recognized that it would be 
practicaly impossible to price all of the 
items purchased by the sample families 
every month, critics maintain that the 
wrong items are being priced, that the 
cities are not representative, and that the 
wrong stores are used in pricing the 
items. 

After a thorough hearing, the House 
of Representatives Subcommittee com- 
mented: 

On the basis of all the testimony pre- 
sented to the subcommittee, we believe 
that the Consumers’ Price Index of the 
Bureau of Labor Statistics is an ex- 
cellent index and that it enjoys wide- 
spread confidence among labor and 
management groups and the general 
public.™ 
The committee also said that the CPI 


“|... serves very well as a rough meas- 
ure of changes in living costs for the 
great majority of American industrial 
workers who continue to live and work 
in the same city for long periods of 
time.” 


The Economics of Cost of 
Living Provisions” 
Not everyone is agreed that the use of 


MIbid., p. 31. 

Stbid., p. 32. 

%Primarily taken from a talk by Martin 
R. Gainsbrugh, Chief Economist, NICB, on 
November 16, 1950, entitled “Pros and Cons 
of Cost of Living Adjustments,” and re- 
ported in National Industrial Conference 
Board, Studies in Personnel Policy, No. 113, 
op. cit., p. 51. 


14 CONSUMERS’ PRICE INDEXES AND THEIR USE 


escalator clauses to adjust wages is in 
the best interests of the country even in 
a period of defense spending, wage and 
price freezes, and general uncertainty. 
One of the arguments frequently used 
in its defense is that such a plan is nec- 
essary to keep the workers’ real income 
from declining. Some economists see 
secular inflation and believe that it is 
reasonable to ride with the price trend 
by adjusting wages quickly in a period 
of rapidly rising prices. European pro- 
ponents claim that prices must rise first 
and that the realization that a wage ad- 
justment will follow may be a factor 
making for price stability.” Another 
argument used in its favor is that the 
cost of living allowances, coupled with 
annual productivity increases, yield 
higher real wages each year, thereby ex- 
panding purchasing power, which con- 
tributes toward an expanded and bal- 
anced economy. 

Cost of living adjustments reduce the 
emphasis on the purchasing power argu- 
ment in collective bargaining, thus per- 
mitting the parties to concentrate on 
other wage criteria. If the suply of labor 
is tight, cost of living increases help to 
enable the employer to retain his la- 
borers. As used by GM and the UAW, 
it was considered a means of getting a 
long term wage agreement and stable 
union-management relations. As pointed 
out previously, escalator clauses signed 
before January 25, 1950 were not subject 
to the limitations of the wage freeze. 
Arthur M. Ross, former member of the 
Wage Stabilization Board, points out that 
while such increases obviously intensify 
inflationary pressures, it would not help 
any to ask organized labors’ wage and 
salary earners to suffer a decrease in real 
income while the real income of other 
groups (farmers, proprietors) has about 
doubled since 1940.* 

There are just as many arguments 
against the use of escalator clauses. The 


Faith M. Williams, “Wage Escalators 
in Marshall Plan Countries,” Monthly 
Labor Review, LXXIV (1952), p. 7. 

%8Arthur M. Ross, “The 1948 General 
Motors Agreement,” The Review of Eco- 
nomies and Statistics, XXXI, 1949, p. 5. 


prime argument is that such clauses en- 
courage inflation through the wage-price 
spiral. Wages chase prices and prices 
chase wages with the result that the in- 
flationary pressures get stronger and 
stronger. For example, the steel manu- 
facturers contended that the Wage Sta- 
bilization Board’s recommendation of a 
wage increase to the workers would add 
$12 per ton to the cost of steel ulti- 
mately.” However, Ross contends: “. . . 
there is no assurance that a given change 
in wages will be associated with a cor- 
responding change in labor cost, or with 
any predictable change whatever.” 


On the other hand, it is contended that 
a decrease in prices can cause a decrease 
in wages which then causes a shortage 
of effective demand for current produc- 
tion, leading Reder to assert: “. . . the 
automatic nature of the adjustment is a 
considerable force making for instability 
of the price level.’ 


Another argument is that the clauses 
only protect one sector of the popula- 
tion, the wage earners, and do not pro- 
tect those with fixed incomes. Further, 
it is contended that wages are too dy- 
namic and subject to too many forces to 
be permitted to move only in accordance 
with the cost of living. It is also pointed 
out that such a policy is bad socially be- 
cause it tends to fix the workers’ stand- 
ard of living although this may be offset 
by production increments or improved 
position, 


Some people also argue that such ad- 
justments ignore the wage paying ca- 
pacity of individual industries. It is also 
pointed out that the CPI has certain lim- 
itations as a measure of price changes. 
Heflebower contends that the CPI is a 
useful guide in income distribution prob- 
lems for the income groups to which it 
applies, but that the income effects of 


“The Philadelphia Inquirer, 
1952, p. 15. 


“Arthur M. Ross, Trade Union Wage 
Policy, Berkley and Los Angeles; Univer- 
sity of California Press, 1950, p. 80. 

“Melvin W. Reder, “The Significance of 
the 1948 General Motors Agreement,” The 
Economics and Statistics, XXXI1, 

49, 


April 25, 
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wage changes will ordinarily be greater 
(due to such factors as shifts in demand 
for labor which change occupational 
weightings and performance standards 
for jobs) than the adjustments in basic 
rates made to conform with movements 
of the CPI. He also maintains that the 
CPI is not a reliable measure of whether 
retail prices are out of line with consum- 
ers’ incomes although it has often been 
so used, the major difficulty being that 
people buy what is being produced and 
must be sold to maintain employment.” 


SUMMARY 
The use of the CPI to adjust the wages 
of workers has proved to be a means of 


“Richard B. Heflebower, “An Economic 
Appraisal of Price Measures,” Journal of 
the American Statistical Association, 
CXLVI, 1951, pp. 461-479. 


achieving a measure of peace in union- 
management relations in this uncertain 
period. The inflationary effects of such 
adjustments will continue to be debated, 
but the inflationary pressures appear to 
be declining, and may not be a factor in 
the future. It appears that the peak in 
number of workers covered by such 
clauses has been reached, and if the cost 
of living continues to stay steady or 
decline, it appears that there will be an 
increase in the use of other methods of 
seeking wage adjustments in union-man- 
agement contracts as those now in force 
expire. While the CPI has some limita- 
tions, it is nevertheless a satisfactory 
approximation to the changes in cost of 
living, and the revision just completed 
makes that approximation even more 
accurate and satisfactory. 


| 
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Some Psychological and Sociological 


Aspects of Marketing 


by MYRON S. HEIDINGSFIELD* 


Much marketing practice, whether in 
advertising, retailing or wholesaling, has 
become dehumanized. Many business- 
men look upon the consumer as a figure 
in their account books, an element in 
their sales forecasts or a total in their 
market surveys. Too little emphasis has 
been placed on wulosneliing why 
people buy, with the result that no body 
of principles which will permit business- 
men to predict results from their sales 
promotional campaigns has been for- 
mulated. It would appear that many in- 
dividuals working in the general field of 
marketing have forgotten that the con- 
sumer is a human being, motivated by 
inner desires which are constantly con- 
ditioned by external social factors, and 
training for work in the field has done 
little to correct this. Proper academic 
and "on-the-job" training both will re- 
—_~ broader emphasis on these basic 
isciplines. 


Unuike the textbook definitions, Mar- 
keting is in reality a social science de- 
voted to the study of human beings in 
action in a market place. In.the sense 
in which the term human beings is used, 
it refers to their actions as individuals 
and as part of a group. 


One of the real reasons why there has 
been no accurate theory developed for 
such activities as retailing, wholesaling, 
advertising, personal selling, and the like 
is because the importance of the dynamic 
behavior of human beings — sometimes 
called consumers in the more impersonal 
way—has been overlooked; and, there- 
fore, little advantage has been takenof the 


*Dr. Heidingsfield is Chairman of the 
Marketing Department of the School of 
Business and Public Administration. He 
is a practicing market research consultant 
and is the co-author of two textbooks, 
Market and Marketing Analysis and Mar- 
keting: An Introduction. 


increasing accumulation of psychological 
and sociological knowledge, the corner- 
stone to building a comprehensive knowl- 
edge about human relationships in the 
market. 


“No one who neglects human psychol- 
ogy and the complexity of man’s motive, 
who does not understand the structure 
and functioning of social and political 
institutions or who fails to set up a cul- 
tural backdrop can fully and accurately 
interpret business enterprise." 


PROBLEMS 


If there is any doubt about the lack 
of knowledge which is characteristic of 
Marketing as it is related to dynamic 
behavior in the market place, there is 
listed below a series of questions which, 
at the present knowledge level, are not 
answerable in precise and accurate terms. 


1. What motivates an individual to 
buy a commodity or service? 

2. Why can’t we measure the effec- 
tiveness of advertising? 


8. Why do people save their money 
rather than spend it for available 
commodities and services? Econo- 
mists call this a “high liquidity pref- 
erence.” This term explains nothing 
of the human motivation which 
causes the phenomenon of saving 
rather than spending. 

4. Why is there a fashion cycle? How 
many times have we men heard the 
ladies say after careful scrutiny of 
a closet full of clothing and an in- 
ventory of at least 30 pairs of rel- 
atively new shoes that “I have 
nothing to wear.” Why must the 
purchase of a relatively simple item 
like a new handbag result in the pur- 
chase of a new hat, gloves, dress, 
shoes . . . in other words, a new 
wardrobe. 


5. Why do we permit the ever present 
fear of a future depression to con- 


1George Cady, Economics of Business 
Ronald Press, New York, 1950, 
p. 19. 


— 
| 
hd 
| 


SOME PSYCHOLOGICAL AND SOCIOLOGICAL ASPECTS OF MARKETING 17 


trol our thinking in making busi- 
ness plans? “This threat haunts all 
the discussion of our economic prob- 
lems, national and international. It 
is a potent deterrent to the spirit of 
enterprise, to risk taking, and hence 
to the capital formation on which 
our rising standard of living is 
based. Society’s economic insecur- 
ity is always in the background of 
the consumer’s mind as he wonders 
whether or not to buy a house or 
an automobile; it is in the back- 
ground of a businessman’s mind as 
he tries to determine the opportune 
time for industrial modernization 
and expansion...” 

6. What is the explanation for the 
widespread popularity, of some two 
or three years ago, of the beanie 
with the propellor on top. It seemed 
that every mother thought that her 
two or three year old was completely 
naked unless her youngster’s head 
was covered with this contraption. 
There is no doubt that the beanie 
served as a fine protection against 
the elements, but the motorless pro- 
pellor was of little value in helping 
the youngster to fly. 

7. Why does the most carefully eco- 
nomic or sales forecast often miss its 
mark—particularly if it is based 
solely upon statistical or mathemati- 
cal methods? Is it because such a 
statistical approach, without any 
qualification, overlooks the fact that 
the market, present or future, is 
composed of human beings? 


The above are only indicative of some 
of the questions that are currently con- 
sidered. Such questions are sometimes 
disregarded by hiding behind terminology 
which seems profound but has no basic 
meaning, if one very carefully evaluates 
the words that are used. Many are dev- 
otees of what is known as verbal cere- 
monials. This is a semantics technique 
by which one hides behind a word which 
has a judgment involved in its meaning. 
This is no substitution for understand- 
ing. 

PSYCHOLOGY 
There are two important areas of study 


which may form the base from which the 
Marketing man may draw important in- 


2S. P. Hayes, Jr., ‘A Business Cycle: Psy- 
chological Approaches,” Political Science 
Quarterly, March 1948. 


formation about human behavior—psy- 
chology and sociology. Psychology nor- 
mally deals with the study of the indi- 
vidual in his environment. 

It is an interesting thing that most 
everyone is a practicing psychologist. 
Many decisions in business are based on a 
form of intuitive judgment which one 
may make when thrown in contact with 
people. Often as not these casual ob- 
servations are incorrect. 

There are some basic essentials of psy- 
chology which should be understood if 
one is to apply the knowledge of this 
field to the human beings who make up 
the market place. These essentials may 
be summarized in the following: 

(1.) Normally, the human being is a 
function of three things: 


a. Stimulation 
b. Integration 
ec. Reaction 


Obviously to understand much of what 
must take place among our human con- 
sumers lies in a better comprehension of 
the S-I-R formula. If one could predict 
what kind of stimuli produce what kind 
of reaction, one might very well know, 
“Why people buy?” “Why pecple save?” 
“Why there is a fashion cycle?” 

Much of the psychological research de- 
voted to S-I-R, personality and motiva- 
tion have furnished us with basic mate- 
rial which, if properly employed, can 
help to make Marketing more efficient. 
“In motivating people and in all human 
relations, the psychological needs are 
the most important. Reflexes and biolog- 
ical needs are necessary for life but the 
psychological needs make life worth liv- 
ing. More suicides are caused over 
thwarted psychological needs than unen- 
durable pain.’”* 


(2.) Although such precise knowledge 
is not available, it is known that reac- 
tion may very well be what is called moti- 
vation. Generally, there are three basic 
kinds of motivation: 


3Laird and Laird, Practical Business Psy- 
Publishing Co., New York, 
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a. Psychological 


b. Conscious motivation. These are 
known as intents, such as the intent 
to learn, the intent to act, and the 
intent to work. : 


c. Social motivation. As one matures, 
this form of motivation becomes 
more important and it is normally 
formed from new relationships of 
psychological and conscious moti- 
vation in which the reactions of 
people have taken on more signifi- 
cance. 

(3.) Another element which is impor- 
tant to the understanding of these psy- 
chological factors is what is called per- 
sonality. This is another way by which 
the individual can be studied so that his 
reaction to a pre-set stimulus, as in ad- 
vertising, may be predicted. This in- 
cludes: 


. Emotional stability. 
. Emotional maturity 


. Likes and dislikes 
. Emotional complexes 


. Amount of introversion or extro- 
version 


Temperament 
. Social behavior 
. Interests and attitudes 
i. Character and conduct. 


(4.) Another important psychological 
element which must be understood by 
Marketing people is conditioning. “Con- 
ditioning a response is a method of mak- 
ing a human being—man, woman, or 
child—give the same response to a new 
stimulus (possibly a sales talk or the 
picture of a car or the sight of a refrig- 
erator) that formerly has been given to 
something else.’”* 


(5.) “The greatest of all obstacles in 
the way of achieving the necessary atten- 
tion to the wants of the public is the ego- 
centric predicament. The ego-centric 
predicament is the phrase used by psy- 
chologists to describe the fact that the 
individual is tied up in himself, doesn’t 
know it and cannot easily untie himself 
even if he does know it. In terms of 
selling, it means that the individual is 


of 


bh 


‘Charles Bennett, “Influencing the Buy- 
er’s Mind,” American Efficiency Bureau, 
St. Louis, Missouri, 1936, p. 38. 


bound up in the sale of his present 
product, is bound to believe that his 
product is satisfactory, and that if the 
customer doesn’t accept it, then there 
must be something wrong with the cus- 
tomer or with the advertising or with 
the business conditions or with some- 
thing else. The consumer’s point of view 
or the customer’s wish is considered a 
great nuisance.’”* 


All of the preceding material indicates 
the complexities which are an inherent 
problem in dealing with dynamic human 
behavior. However, from this basic in- 
formation, many psychologists have con- 
structed a framework which generalizes 
the basic motivations which cause people 
to act. They have even gone so far as 
to measure the strength of these causes 
or stimuli which result in reaction and, 
therefore, motivation. “The purpose com- 
mon to all has been to provide an abbre- 
viated keyboard of human motives which 
the advertiser could use in his attempt 
to evoke the desired response from the 
public; or to give the salesman a precon- 
ceived diagram of his prospects by the 
use of which he could discover their most 
vulnerable points.’” 


Of the available lists of desires from 
which spring reactions and motivations, 
the work of Poffenberger’ is of consid- 
erable value for marketing practitioners. 
It should be remembered, however, that 
motives may arise not only from within 
the individual but may be stimulated or 
conditioned by the environment. Poffen- 
berger’s list is as follows: 


“1. The desire to drink—it is true that 
this is one of the desires that is 
aroused as the consequence of an 
insistent bodily need but that in 
the absence of such need may be 
aroused by an external appeal... 
The success of certain orange drink 
beoths along our city streets must 
be due in part to the tempting way 
in which the drinks and the drinker 


SHenry C. Link, The New Psychology of 
Selling and Advertising, The Macmillan 
Co., New York, 1937, p. 15. 

®Ibid., p. 82. 


7Albert T. Poffenberger, Psychology in 
Advertising, A. W. Shaw Co., Chicago and 
New York, 1925, p. 77. 
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are exposed to the view of the pass- 
erby—and many a drink is bought 
because of thirst, in a way, artifi- 
cially created. The advertiser seeks 
to create a like effort under more 
difficult conditions by his advertis- 
ing illustrations and copy. 


The desire to eat—Here again we 
are unquestionably dealing with a 
desire that rests upon a fundamen- 
tal organic need, but which may be 
aroused in the absence of a need 
by the sight or smell of food... . 
Yet everyone knows that food ap- 
petizingly presented will arouse 
the appetite even if it is not the time 
for eating. The huge sales of small 
packages of candy from news 
stands, drugstore counters, and 
street stands must be attributed to 
the fact that the desire to eat can 
be aroused effectively in the ab- 
sence of an inner need. 


“3. The sex desire— 


The desire for rest and comfort— 
this is certainly to be considered 
as a response to an organic need. 
And its biological foundation is 
found in the need for protection of 
the body structure from exhaus- 
tion. ... The uses of an appeal to 
this deep-seated desire are not so 
limited as may appear at first be- 
cause the responses for providing 
proper conditions for rest and com- 
fort are almost unlimited. From 
the more obvious appeals to the 
desire for comfortable bedding, 
such as mattresses and springs, we 
may go to chair and other articles 
of furniture, to the home itself and 
its comforts and even to the loca- 
tion of the home, whether city, 
suburb or country. 


Desire to escape from danger — 
there is no doubt that one naturally 
makes certain responses to escape 
from danger and that with these 
responses there goes the mental 
state known as fear... . Quite a bit 
of the education into new fears and 
the ways of avoiding harm has been 
carried on by means of the printed 
word and picture—just the medi- 
ums upon which the advertiser de- 
pends. This is perfectly illustrated 
in the recent publication of facts 
with regard to longevity and the 
size of the waist... . The impact 
of the propaganda with regard to 
obesity has had an important 
effect on the American eating hab- 
its with a resulting benefit of in- 
creasing longevity. 


“g; 


“8, 


There are numerous desires that 
are aroused only as a result of in- 
teraction with other persons as con- 
trasted with those that are due to 
some bodily need. The most impor- 
tant of these are called ‘self-asser- 
tiveness’ and ‘submissiveness.’ As 
their names imply, they are antag- 
onistic and most behavior is, in 
part, a result of the struggle’ be- 
tween these two. Woodworth di- 
vides the first into four types of 
desires, namely: 
a. The desire for success 
b. The desire for independence 
c. The desire for power 
d. The desire to dominate over 
other persons 


. There are two other forms of an- 


tagonistic desires which might be 
considered as special cases of self- 
assertion and submission. These 
will be described because they are 
of vital importance in the under- 
standing of the control of behavior 
through advertising. They are the 
desire to conform with what others 
are doing and the desire to be dif- 
ferent from others. 

“The constant struggle within the 
individual to be different, and, at 
the same time, to conform mani- 
fests itself in convention and cus- 
tom, style and fashion and their 
more extreme form, known as fads 
and crazes. This shifting of the 
non-conformity and conformity 
forms the basis for a large propor- 
tion of our class advertising. Ad- 
vertising to the well-to-do features 
distinction and difference. Adver- 
tising to the general public fea- 
tures conformity. 


Parental desire—Most women are 
interested in little children and are 
said to have strong maternal drives. 
There was a great question whether 
all adults are not interested in 
children, although the male is 
perhaps less so than the female. 


Desire to play—the satisfaction 
which a young baby gets from just 
moving his arms and legs about, 
the satisfaction which older chil- 
dren get from their games and 
sports, the satisfaction which an 
adult certainly gets from recrea- 
tion of various sorts, lead us to 
believe that the desire to play ex- 
presses a real need of a fundamen- 
tal sort. The chance to play, coup- 
led with the call to out-of-doors, 
forms an appeal which arouses de- 
sire in most human beings. 
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“10. In our human relations, there are 
two other desires which play an 
important part. These are the de- 
sire to be with other people, usu- 
ally of our own kind, and the desire 
to be alone, called by William 
James, sociability and shyness. 

“11, There are two additional antago- 
nistic desires, namely the desire to 
explore what is new and strange 
and the desire for the familiar. As 
in other antagonistic motives pre- 
viously mentioned, they may both 
be aroused by the same situation 
and the resulting behavior shows 
which is the stronger. Sometimes 
they may alternate so that the curi- 
osity, the desire to understand a 
strange situation, is the ruling 
motive, shortly followed by an ap- 
parent fear of the same situation. 
“The desire for the familiar is ex- 
pressed in various ways, as in the 
appeal of a home of one’s own 
where one may be surrounded by 
familiar things and where nothing 
is strange. The meaning of the 
term comfortable is often well-ex- 
pressed by the word familiar.” 

In addition to the basic desires which 
are outlined in the preceding classifica- 
tions, Poffenberger® also indicates that 
there are many kinds of acquired desires 
which include: 

“1. Desire for cleanliness 

2. Desire for beauty 
8. Desire for economy 
4. Desire to be hospitable” 


SOCIOLOGY 


Much of the preceding material is con- 
sidered psychological in nature. How- 
ever, the boundary between psychology 
and sociology is neither precise nor dis- 
tinct. This is buttressed by the fact that 
there is a special field of endeavor known 
as social psychology which brings to- 
gether the concepts of both fields. 

Despite the fact that there is a good 
deal of overlapping, sociology in itself 
can be used as a springboard of informa- 
tion for the marketing men. By definition, 
Sociology deals with group behavior, 
more particularly with the interaction 
between the individual and the group 
and between groups. 


‘Ibid., p. 82. 


The basic factors which the sociologist 
would say were important to the market- 
ing man in his practices of motivating a 
human being to buy are as follows: 


1. The concept of morals which “are 
ethical ideas of conduct regarded as 
conducive to society’s welfare. They 
are the symbols and concepts of im- 
portant values shared more or less 
superficially by members of so- 


2. The concept of mores “which are 
those standardized group, class and 
caste practices or ways of behaving 
which have been developed in a cul- 
ture to which a judgment of group 
welfare and necessity has become 
attached.”” It has been said that 
many of the mores which apply to 
business conduct would bring criti- 
cism if used by a church group. 


3. The concept of population change in 
which the composition of the popu- 
lation of any area may affect the 
economic conditions. As an example 
of this, one might very well con- 
sider the marketing problems raised 
by an aging population, as well as 
the problem of supplying goods and 
services to new family units arising 
from the accelerated marriage and 
birth rate of the last few years. 
Along with this concept of popula- 
tion change is the problem of migra- 
tion away from cities and farms and 
the growth of decentralized residen- 
tial and shopping areas which sur- 
round our cities. 


4. The minority problems which per- 
meate all marketing activities and 
which have caused us to censor much 
of our copy in order to avoid offend- 
ing a particular group. 


5. The concept of Ecology which when 
reduced to its elements would de- 
scribe any community to be the 
product “... of five interacting fac- 


*Edited by Alfred M. Lee, New Outline 
of the Principles of Sociology, Barnes and 
Noble, New York, 1947, p. 7. 


1Ibid., p. 8. 
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tors: A population (1) living in an 
area, (2) possessing artifacts (tech- 
nological culture), and (3) customs 
and beliefs (non-material culture), 
which determines (4 the use of the 
natural resources, and (5) the func- 
tions performed in the social divi- 
sion of labor. 

“In the human community these fac- 
tors operate to produce its (1) spa- 
tial distribution (2) functional or- 
ganization, (3) position in a con- 
stellation of communities, and (4) 
changes, within the community, both 
ecological and social. 

“ |. . The social order includes that 
which individual freedom is limited 
by, the rules of a political society, 
or by the customs and conventions 
of a purely personal and moral order 
such as exists in the family.”™ 


. The concept of collective behavior 
and circular reaction. “Circular re- 
action is very common among 
human beings. It may be 
pointed out that it gives rise to col- 
lective or shared behavior which is 
not based on the adherence to com- 
mon understanding or rules.’” This 
concept helps us to understand the 
problems related to measuring the 
behavior of large audiences, crowds 
or groups who have been stimulated 
by some basic factor. Sometimes 
this is called collective excitement 
or social contagion. To understand 
the factors which stimulate a crowd 
or another type of grouping called 
a mass is essential to stimulating 
properly group behavior. 


. The concept of institution which 
may be defined as “those features of 
social life which outlast biological 
generations or survive drastic 
changes that might have been ex- 
pected to bring them to an end.” 
Examples of institutional forms in 
Marketing are legion. 


Institutional control is exerted in 
many ways through professional 
codes, schooling, etc. 


8. The concept of taboos which is a 
restriction on conduct imposed by 
group membership.“ All sales pro- 
motional work is carried on under 
the restricting influence of taboos. 
Sometimes these taboos are consid- 
ered as business practices, such as 
the working rules of a trade associ- 
ation. 


9. The concept of prejudices which are 
“unwarranted dislikes or distrusts 
of the folkways, mores and taboos 
of other groups. Prejudices are 
group protecting opinions and pre- 
judices are likely to cause trouble.” 


SUMMARY 


In no way should this paper be consid- 
ered an exhaustive statement of the pos- 
sibilities by which psychology and soci- 
ology may be applied to Marketing. An 
attempt has been made to stimulate 
thinking about these great sources of 
knowledge which have very practical 
value in the hands of an astute market- 
ing practitioner. 

The areas which will play a most im- 
portant part in modifying advertising 
copy, personal selling, market research, 
direct mail promotion, radio and tele- 
vision commercials are: 


1. The stimulation-integration-reaction 
concept. 

2. The application of the psychological 
phenomenon of conditioning in the 
introduction of a new product or 
service. 


3. The basic motivating desires which 
make us buy and may be summar- 
ized as vanity, fear, love, and hun- 
ger. 


4. The concept of group reaction and 
interaction with differences dis- 
played through the groups’ mores, 
institutions, and taboos. 


p. 70. 
p. 171. 
p. 225. 


“Laird and Laird, op. cit., p. 517. 
Ibid., p. 520. 
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It may be summarized by the fact that 
consumers are not inanimate objects but 
sensitive, living and feeling individuals 
who have likes and dislikes—who vary in 
their moods according to changes within 
them and outside of them—and whose 
general aim in life is to feel that they 
have been constructive, appreciated, and 
respected. 


In view of the above, it appears that it 
is imperative for those who are being 
trained for work in the field of market- 
ing to have more than an elementary 
knowledge of the rudiments and tech- 
niques of Sociology and Psychology. An 
understanding of these basic disciplines 


and a facility for using them are as im- 
portant to the merchandiser, the retailer, 
the market researcher and the advertis- 
ing man as the professional and technical 
knowledge which characterizes his spe- 
cial sphere of endeavor. 


The Marketing Department of the 
School of Business and Public Adminis- 
tration of Temple University has recog- 
nized this principle and has designed a 
curriculum which will furnish this back- 
ground for all of its students. It aims to 
prepare them to understand the problems 
of the individual as he is active in his own 
group and in groups as they relate to 
each other. 


2 


Contract Renegotiation 
by DAVID LE ROY ROBBINS* 


This article is a description of the basis 
for and procedure in defense contract 
renegotiation under the Act of 1951. 
Some historical background for the Act 
is also presented. 


THE probable major cause of this type 

of legislation was the public clamor to 
“take the profits out of war.” We now 
know that it was wishful thinking that 
such legislation would reduce the prob- 
ability of war. 


Renegotiation is not a taxing process, 
nor is it considerd to be a part of the 
normal government procurement pro- 
cedure and organization in times of 
peace. It is an emergency tool to be used 
in time of war or national emergency. 


“Renegotiation of war contracts was 
an emergency procedure adopted in the 
early days of the last war to prevent 
war profiteering.’”” 

The Chairman of the Navy Price Ad- 
justment Board in a statement to the 
House Naval Affairs Committee, June 
1948, stated: 


“The Renegotiation Act is purely a 
war measure designed to deal realistic- 
ally with the troublesome problem of 
controlling prices and profits from pro- 
duction for war when time, quantity, 
and quality are of the essence in meet- 
ing the needs of one customer, the gov- 
ernment. The renegotiation law is the 
wartime substitute for the normal 
peacetime controls and stimulants 
characteristic of free competition.” 


It was early apparent that specific leg- 
islation using the formula approach for 
determination of excessive profits was 
impracticable, and the only way in which 


*Daviu Le Roy Robbins, C.P.A. (Pennsyl- 
vania and New Jersey), was a Major in 
the United States Air Force Reserve in 
World War II with the Air Force Price 
Adjustment Board in Detroit, Michigan. 
During the Korean conflict, he has been on 
the Staff of the Auditor General, United 
States Air Force. 


1Special Senate Committee Investigating 
the National Defense Program. Report No. 
440, part 2, 1948. 

2Journal of Accountancy, ‘“‘Renegotiation 
Act of 1951, by Leslie Miller, May, 1951. 


equity could be achieved would be by 
means of some indefinite rules allowing 
for business judgment. 

The first renegotiation act was passed 
in 1942. This gave only a brief outline 
of how the problem was to be handled. 
A group of top notch business men were 
assembled, and they established what 
they considered to be reasonable and 
sound operating rules. At first it was 
thought that each contract would have 
to be renegotiated separately, but by 
October 1942, an amendment was passed 
which allowed renegotiation on an over- 
all basis. After approximately two years’ 
experience with the Renegotiation Act 
of 1942, the Renegotiation Act of 1943 
was enacted in February 1944. 

In 1944 regulations were issued cov- 
ering the operation under the Renego- 
tiation Act of 1948, and these were kept 
up to date by the War Contracts Price 
Adjustment Board until 1946. Renego- 
tiation was recognized as a purely war- 
time measure, and the law provided for 
termination at the end of hostilities as 
determined by the President or Congress. 

Then in 1948, as Congress recognized 
the growing national defense emergency, 
the Renegotiation Act of 1948 was passed 
as a section of the Supplemental National 
Defense Appropriation Act of 1948. 

As the international situation became 
more serious, the Renegotiation Act of 
1951 became law in March 1951. Indus- 
try had been called upon to manufacture 
and deliver supplies and equipment in 
rebuilding the national defenses under 
conditions where the normal procurement 
processes were not operative. Emergency 
circumstances existed and the Renego- 
tiation Act of 1951 was established. 


Renegotiation Act of 1951° 

Under this Act, contracts with the fol- 
lowing primary governmental agencies 
are subject to renegotiation: 


8PL 9 82nd Congress, 1st Session, Chapter 
15, (I & R 1724); Renegotiation Board, Re- 
negotiation Regulations, 1947, Part 1452; 
see also Journal of Accountancy, op. cit. 
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1. Department of Defense 
a. Army 
b. Navy 
ce. Air Force 


2. Department of Commerce 

3. The General Service Administration 

4. The Atomic Energy Commission 

5. The Reconstruction Finance Corpo- 
ration 

6. The Panama Canal Company 

7. The Canal Zone Government 

8. Housing and Home Finance Agency 

9 


. Such other agencies of the Govern- 
ment exercising functions in con- 
nection with the National Defense 
as designated by the President of 
the United States. Altogether, there 
are 19 agencies whose contracts are 
subject to renegotiation. 


All receipts and accruals after Decem- 
ber 31, 1950, if they total more than 
$250,000 in the fiscal year, from contracts 
with the above-named Departments or 
from related subcontracts, are subject 
to renegotiation even if the contract was 
entered into prior to 1951. 


Contract brokers, whose fees or com- 
missions based on contracts or subcon- 
tracts for any one year in which the re- 
ceipts or accruals are in excess of $25,000 
are also subject to renegotiation. There 
is one exception to this statement in that 
accruals, regardless of date, covering 
performance prior to July 1, 1950, will 
not be subject to renegotiation. 

Contracts with the above-named agen- 
cies are required to contain the renego- 
tiation article; however, if the article 
should be omitted, it does not make the 
contract any less subject to renegotia- 
tion. The end use of the product deter- 
mines its inclusion in renegotiable busi- 
ness. Renegotiation also applies to sub- 
contractors as well as to prime contrac- 
tors. 


The two major problems are: 


1. Segregation of sales between rene- 
gotiable and non-renegotiable busi- 
ness. 


2. The proper allocation of cost to each 
type of business. 

The specific answers to these questions 

may be obtained from the Renegotiation 


Board Regulations and the Renegotiation 


Staff Bulletins. The staff bulletins ex- 
plain the application of the regulations to 
special situations and may be of assist- 
ance in answering general questions per- 
taining to the renegotiation process. 


The segregation of sales is the most 
difficult problem and may be approached 
by the following methods of segregation:* 


1. Sales made to prime government 
agencies which are surely renego- 
tiable. 


Indirect sales which appear to be 
surely renegotiable. 


3. Indirect sales which appear to be 
surely not renegotiable. 


4. An analysis of the remainder. This 
classification presents the big prob- 
lem, and the burden is upon the con- 
tractor to solve the problem. Such 
an analysis may be made by indus- 
try, customer, product or any other 
method that will give a satisfactory 
result and indicate the potential end 
use of the articles sold. The contrac- 
tor must make a real effort to es- 
tablish this segregation which will 
be susceptible to demonstration and 
proof. One of the best methods is 
by direct correspondence with cus- 
tomers to establish the applicable 
allocations. 


In making the segregation there are 
two types of exemptions, mandatory as 
specified by the statute, and permissive, 
at the discretion of the Renegotiation 
Board. 


The mandatory exemptions are:° 


1. The raw material exemption which 
covers: 
a. Contracts and subcontracts for 
agricultural commodities; and 
b. Contracts and subcontracts for 
minerals, natural deposits and 
timber. 
2. Contracts and subcontracts with 
public utilities and common carriers. 
8. Contracts and subcontracts with or- 
ganizations exempt from income tax 
(education institutions), but not in- 
cluding their business activities sub- 
ject to income tax. 


*Renegotiation Board, op. eit. part 1456. 


‘Ibid., pt. 1453; See also Journal of Ac- 
countancy, op. cit. 
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4. Contracts and subcontracts deter- 
mined by the Board to have no di- 
rect or immediate connection with 
national defense. 

5. Contracts by a department with a 
government or agency, domestic or 
foreign. 

6. The durable productive equipment 
exemption. 


The permissive exemptions pertain to 
the following:® 


1. Contracts or subcontracts to be per- 
formed outside the continental 
United States or Alaska. 

2. Contracts or subcontracts where the 
profits can be determined with rea- 
sonable certainty and which will be 
completed within 30 days. 

8. Contracts or subcontracts as to 
which renegotiation might jeopar- 
dize secrecy. 

4, Contracts or subcontracts where the 
provisions are adequate to prevent 
excessive profits. 

5. Contracts or subcontracts where it 
is not administratively feasible to 
segregate profits. 

6. Contracts or subcontracts with the 
Panama Canal Agencies, if the vol- 
ume is less than $10,000 and the 
product was manufactured in 
Panama. 


In reference to the segregation of 
costs, the following statement was made 
by Mr. Ross M. Girard, AIA Deputy Di- 
rector, Office of Accounting, Renegotia- 
tion Board, in April 1952, before the 
Pittsburgh Control, Controllers Institute 
of America:’ 


“Insofar as the allocation of costs and 
expenses to renegotiable and non-rene- 
gotiable business is concerned, we en- 
deavor to follow the cost system normally 
used by the contractor if the results ap- 
pear to be equitable. However, as you 
know, many companies do not have ade- 
quate costs systems and, therefore, it is 
necessary to resort to other methods. 
It is also true that many companies keep 
product costs and in those cases it is 
necessary to arrive at most of renegoti- 
able business by an accumulation of such 
product costs using the sales ratio for 
each product. Then, there is the contrac- 
tor who has no cost system whatsoever. 


*Renegotiation Board op. elt, part 1455. 

7Journal of Accountancy, June 1952 (Re- 
print). See also Renegotiation Board, op. 
eit., part 1459. 


In that case, it is necessary to work out 
with him some method of allocating costs. 
For example, he may keep direct labor 
costs or he may keep direct labor and 
material costs, in which event, we usually 
come to some agreement as to the allo- 
cation of manufacturing and other ex- 
penses. The point I wish to emphasize 
is that it is not necessary for the con- 
tractor to set up a special cost system for 
renegotiable business since we feel that 
by “‘across-the-table discussions” we can 
develop costs which will be acceptable, 
and we do not want to be charged with 
putting him to that extra expense. 

“Further, the Act specifies that all 
costs which are. allowed as deductions 
under the Internal Revenue Code are also 
allowable against renegotiable business 
to the extent allocable.” 


Each individual contractor is judged on 
the basis of the merits of his own partic- 
ular case. The Renegotiation Board rec- 
ognizes that the factors for one company 
will not apply to the next one that may 
appear before them. The proceedings are 
tailored to fit the individual company. 


In an address by The Honorable John 
T. Koehler, Chairman of the Renegotia- 
tion Board, on June 25, 1952, before the 
Radio-Television Manufacturers Associa- 
tion, he stated: 


“In the handling of an actual case and 
without going beyond the statute for 
guidance, the Renegotiation Board must 
take into consideration: 


1. The reasonableness of the costs and 
profits of the contractor, with particular 
regard to the volume of production, nor- 
mal earnings, and a comparison of war 
and peacetime products; 


2. The net worth, with particular re- 
gard to the amount and source of public 
and private capital employed; 

3. The extent of risk assumed, includ- 
ing the risk incident to reasonable pric- 
ing policies; 

4. The nature and extent of the contri- 
bution of the contractor to the defense 
effort, including any inventive and devel- 
opmental contribution and any coopera- 
tion with the government and other con- 
tractors in supplying technical assist- 
ance; 


5. The character of the business of the 
contractor, including the source and 
nature of the materials used, the com- 
plexity of the contractor’s manufacturing 
technique, the character and extent of 
his subcontracting, and his rate of turn- 
over. 
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In addition to the foregoing, the Rene- 
gotiation Board is required to give favor- 
able recognition to the efficiency of the 
contractor, with particular regard to the 
attainment of quantity and quality pro- 
duction, the reduction of costs, and the 
economy of the contractor in the use of 
materials, facilities, and manpower.” 


The Current Renegotiation Regulations 
read as follows:* 


“In general, reasonable profits will be 
determined in every case by over-all 
evaluation of the particular factors pres- 
ent without limitation or restriction by 
any fixed formula with respect to rate of 
profit, or otherwise. Renegotiation pro- 
ceedings will not result in a profit based 
on the principle of percentage of cost. 
Contractors who sell at lower prices and 
produce at lower costs through good man- 
agement, including conservation of man- 
power, facilities and materials, improved 
methods of production, close control of 
expenditures, and careful purchasing 
will receive a more favorable determina- 
tion than those who do not. Such favor- 
able or unfavorable determination will be 
reflected in the profits allowed to be re- 
tained by the contractor of subcontractor 
as non-excessive. Claims of a contrac- 
tor for favorable consideration must be 
supported by established facts, analyses, 
and appropriate comparisons.” 

It is well to emphasize at this point 
that the final determination of the profit 
which the contractor will be allowed to 
retain will be based upon the data sub- 
mitted by him on the above-enumerated 
factors. The contractor should early be- 
gin the preparation of adequate data in 
order to submit a good brief on his com- 
pany. 

The better the preparation that he 
offers, the better will be the consideration 
given to him by the Renegotiation Board. 


Miscellaneous Provisions of the Act 


The Renegotiation Board consists of 
five members appointed by the President 
with the advice and consent of the Sen- 
ate. The President will designate the 
Chairman, while the Secretaries of the 
Army, Navy, and Air Force, and the Ad- 
ministrator of General Services, will 
each recommend a nominee to the Presi- 
dent, and these four must be from 


Board, op. cit. part 
0.8, 
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civilian life. None of the five members 
may engage actively in any other busi- 
ness. 


A fiscal year company, commencing in 
1950 and ending in 1951 by agreement 
with the Renegotiation Board, may have 
the 1951 act applied to pre-1951 accruals 
which otherwise would be subject to the 
1948 act. 


The 1951 act also allows losses to be 
carried forward for one year, providing 
such loss does not result from inefficiency. 
The prior Renegotiation Act did not con- 
tain such a provision. 


Any contractor having renegotiable 
business in excess of $250,000 must sup- 
ply certain information by the first day 
of the fourth month after the end of his 
fiscal year. This information is set forth 
in Forms RB-1, “Standard Form of Con- 
tractor’s Report,” and RB-1B, ‘Exhibit 
I, Statement of Income.” If a case is 
completely processed, it is assigned to a 
Regional Board, and the contractor is 
furnished with a copy of Form RB-2, 
“Contractor’s Information and Work 
Sheet for Renegotiation.” 


CONDUCT OF RENEGOTIATION 


Reference is again made to Mr. Girard’s 
speech before the Pittsburgh Control, 
Controllers Institute of America, cover- 
ing the actual procedure of renegotia- 
tion. Mr. Girard states:° 


“Going back to the data filed with the 
Renegotiation Board, once the contrac- 
tors’ filings have been reviewed in Head- 
quarters’ office and a decision made as 
to the filings which can be withheld, the 
remainder is then assigned to Regional 
Boards. This usually follows a geograph- 
ical pattern in order that the contractor 
will be located as near to the personnel 
processing his case as possible. It may 
develop later that the Board will make 
assignments on an industry basis, in 
which event, the controlling feature of 
geographical location will no longer 
apply. 

“Upon the assignment of the contrac- 
tor to the Regional Board, the case is 
assigned to an accountant and a Board 
member or a renegotiator, depending 
upon the classification given to the case. 


*Journal of Accountancy, June 1952, op. 
cit. 
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By classification I mean that a case with 
over $400,000 of renegotiable profit has 
been classified as Class A and that a case 
indicating $400,000 or less of renegotiable 
profit is referred to as Class B case. It 
is the intention that all Class A cases will 
be handled by a board member with the 
assistance of the staff, whereas the Class 
B cases will be handled by a renegotiator 
and an accountant. This does not mean 
that all cases will not come to the Re- 
gional Board level but is merely the pro- 
cedure for processing the case in order 
to get the data in order for submission 
to the Regional Board. Furthermore, ail 
Class A cases will be subject to final re- 
view by the Headquarters Board before a 
Regional determination will be made final. 
For example, conferences will be held 
when necessary between the accountant 
and the renegotiator or Board member 
for development of the detail requested 
in the Contractor’s Information and Work 
Sheet. I am sure that you are familiar 
with this particular form and appreciate 
the necessity, in most cases, of having 
a meeting in order to determine just what 
parts of the form should be furnished and 
the method to be followed in submitting 
such information. Once again we feel 
that the development of the data re- 
quested in the Information and Work 
Sheet must be done on a practical basis 
inasmuch as the form was prepared for 
many contractors and it might create un- 
necessary work if a blanket request were 
made to fill the form in total.” 


Refunds are made to the Treasury De- 
partment, but the contractor receives 
credit against the refund for any taxes 
already paid. A recent amendment to the 
Renegotiation regulations states that the 


Bureau of Internal Revenue itself shall 
compute credit for federal taxes assessed 
for a prior taxable year.° The contractor 
submits to the Director a written request 
for a computation, in the district where 
the contractor filed. 


CONCLUSION 


If the contractor and Renegotiation 
Board are not able to reach an agree- 
ment, the Renegotiation Board will issue 
an unilateral order stating the amount of 
excessive profits. This final order may be 
appealed to the Tax Court, which may 
make a determination of excessive profits 
in an amount less than, equal to, or 
greater than that of the Renegotiation 
Board. The determination of the Tax 
Court is final and not reviewable by any 
other court.” 


The act does not apply to receipts or 
accruals attributable to performance 
under contracts or subcontracts after 
December 31, 1953. The Renegotiation 
Board has issued regulations concerning 
the termination date and determining how 
amounts received or accrued, after the act 
expires, shall be handled, and how costs 
paid or incurred after termination, but 
attributable to prior performance, will be 
treated. 


anne Board, op. ecit., part 
1462.3(b) (1). 


NRenegotiation Board, op. cit. parts 
1475-6. 
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Philadelphia Business Index 


The September 1950 issue of the Bul- 
letin presented a new index of general 
business conditions in the City of Phila- 
delphia. This series, prepared by Robert 
T. Kline and designed to reflect eco- 
nomic activity exclusively within the 
boundary of the city, was based upon a 
combination of statistical data repre- 
senting (1) industrial electric power 
sales; (2) indexes of employment and 
employee-hours; (3) department store 
sales!; (4) bank debits; and (5) total con- 
struction. Because the method of report- 
ing certain data is under revision by the 
originating agencies, the change in aver- 
age weekly hours worked and the monthly 
change in total employment in the Phila- 
delphia metropolitan area, both prepared 
by the Pennsylvania Bureau of Employ- 
ment Security, have been substituted for 
(2) above. This is a temporary expedient 
to maintain continuity of the index. The 
original data series will be restored after 
revision. 


IThe revised index of Department Store 
Sales, published by the Federal Reserve 
Bank of Philadelphia, has been used in the 
composite index since October, 1951. The 
revised Wholesale Price Index, all com- 
modities, published by the BLS, is used be- 
os January, 1952 as a deflationary 
ndex fo 


r the Bank Debit Series. 


The following table presents the index 
for the years 1939 through 1952 and by 
month from June, 1952.2 


Index of General Business Conditions, 
City of Philadelphia, 1947100 


1952 
Year Index Month Index 
1939 73 June 110.2 
1940 77 July 108.0 
1941 96 Aug. 109.1 
1942 99 Sept. 113.5 
1943 106 Oct. 114.5 
1944 106 Nov. 113.5 
1945 98 Dec 114.9 
1946 100 
1947 100 1958 
1948 103 Jan. 116.5 
1949 97 Feb. 115.7 
1950 108 Mar. 119.5 
1951 111 Apr. 118.5p 
1952 111 May 118.0e 


p=preliminary 
e=estimated 


2Kline, Robert T., “A Measurement of 
General Business Conditions in the City of 
Philadelphia,” Economics and Business 
Bulletin, School of Business and Public Ad- 
ministration, Temple University, Philadel- 
phia, Pa., September, 1950, pp. 33-40. 
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